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What Is Economics?

*

Unfortunately, there is no single or simple answer to this ques-
tion. In the most basic sense, economics is the study of how
individuals or communities survive and reproduce using scarce
resources. Indeed, this definition could apply to all life forms as
they pursue their successful evolution over time. Using this
approach, we might, for example, examine “bumblebee econom-
ics,” “bluebird economics,” or the complex interrelationships of a
biological community, such as a prairie or rain forest."

Of course, most of our emphasis in this book will be on
human societies, in which economics originally meant household
management. Still, the economic problem is the same: how
best to use scarce resources. Household resources may include a
family’s money, time, working and living space, and so on. Of
course, our human objectives are much more complicated than
simple survival. People have a wide variety of economic desires,
including (among other things) general comfort, financial secu-
rity, interesting diversions, recreational pursuits, and health
care. In fact, the economic wants of most households or individu-
als appear for all practical purposes to be unlimited.

*Notes appear on pages 321-325 in the back of the book.
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We are also different from other animals in that we are able
to make deliberate choices as to how our limited resources will
be. usefl. Thus, a basic definition of economics might go some-
thing like this: economics is the study of how an individual or a
fwusehold chooses to use limited resources to best meet its unlim-
ited wants.

qu let’s extend our view from the household economy to
the national economy. The basic economic problem is still the
same: the nation’s resources are limited. Our material demands
however, tend to be unlimited, and the nation must learn how to’
best organize its resources to satisfy its material wants. Unwise
use of resources—whether by consumers, businesses, or govern-
ments—'can bring about such unfortunate results as unemploy-
ment, 1.nﬂati0n, poverty, and (in extreme cases) hunger or
starvation. The study of economics can help us understand how
we can avoid the mismanagement of national resources.

National Resources

What gxactly then are our national economic resources? The first
‘and primary resource is labor: the millions of men and women
in the U.S. labor force (the doctor, the farmer, the butcher, the
gssembly-line worker, and so on). Labor is the human elel;lent
in the production process.

Thg next national economic resource is land. Our land re-
so'urce.s include every natural resource above, on, and below the
soil. Air is a land resource, as is farmland and the mineral ores
apd. petroleum in the crust of the earth. Land resources are
distinguished by the fact that we cannot make more of them
g‘he e.axjth has only so much topsoil and so much oil. Once thé
f((:f:‘(:élr.ls destroyed? and the oil is burned up, they will be gone

The .third national resource is capital. Many people think
that .“capltal” means money. You often hear people say, “I need
to raise (so much) capital for my new project,” but what ’they are
actually referring to is financial capital. To the economist, how-
ever, capifal means the physical tools that help workers pr’oduce
goods and services. In other words, capital goods are human-made,

can be reproduced or replaced, and tend to increase the productivity
of labor.
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What are some examples of capital goods? The typewriter
that I use is a capital good. It is a tool that increases my output;
it’s human-made (unlike land resources); and, once it wears out,
I can replace it. The pen that you wrote your last check with is
a capital good, and so is the car that gets you to work or school.
In fact, all machinery, tools, buildings, plants, and equipment
are capital resources. Now you can see that there is much more
to the meaning of capital than just plain money. Obviously,
capital goods are very important in determining the nation’s
level of wealth and economic growth.

Finally, we come to that elusive resource called manage-
ment. The manager is quite special in our economy; managers
coordinate and organize all other resources in order to produce
and market the products and services that people want, thereby
creating a profit. In earlier days, the manager was called an
“entrepreneur”; we think, as examples, of Henry Ford and An-
drew Carnegie as large-scale managers personifying this scarce
resource. Perhaps the days of the great manufacturing entrepre-
neurs are over, but whether you are talking about the bakery
down the street or Sony or General Motors, some one person or
group of people must still coordinate and manage resources to
produce saleable products and services.

Asking Questions, Making Choices

Thus, labor, land, capital, and management are the four major

~ resources available to produce the goods and services that people

need and want in our economy. To define a working economic
system, however, we must ask further questions; for example,
how does an economic system determine what is to be produced?
What will our economic output consist of, and who will deter-
mine its composition? Will our economy produce bombs and
tanks, or hospitals and homes? Small cars, large cars, or bikes
and trains? Gas, oil, or solar heat? Who or what will decide for
us? Of course, different economic systems will provide different
answers to these questions. Leaders in Cuba or China determine
what is to be produced in a somewhat different manner than
they do in the United States or Brazil.

In addition, there are other important questions to ask,
such as how does the economic system decide who gets the



output? Why are incomes, goods, and services distributed in
the ways tl.ley are? Throughout world history, dividing up the
economic pie has often been a very controversial question. Will
‘c‘)ur economic system give a majority of the output to a few
super rich” families, will it try to divide the pie up more equall
or will the economic distribution fall somewhere in betweerz,‘;
The uneven distribution of incomes and wealth often results.l
from differences in education, intelligence, skills, work habits
monop.oly power, geography, family background, luck, and political’
or social savvy. More equal incomes, on the other hand are
usualiy regulated by government policies, such as minin,lum-
Kii;geasas?;s;; ir;zgresswe taxation, subsidized education, and wel-
And finally, there is the question how will these goods be
prodz{ced ¢ At first glance, the answer might seem to be a purel
technical one. Building an automobile, for example, is a problerz
for the engineer. And yet we know there are reall;r many ways
to p'roduce a finished automobile. Ideally, we want to buijlld
efﬁmently, using abundant, low-cost resources in place of scarce
high-cost resources. Assembling that car one way in preference’
to anqther returns us to the question of allocating resources
Choosing the correct production techniques (conserving the scarce:
resources and using the abundant ones) is as much an economic
problem as it is a technical or engineering problem. Economics
is therefore the science (or art) of making choices—of choosing

the best way to organize our limited resources to meet our -

material needs.

Finding Answers

The. method by which an economic system answers these questions
varies from time to time and from country to country. In fact
there are three basic systems for organizing economic r(;sources’

:I‘l.le first is called tradition. The decision makers in a;
f;rad“ltlona.l economic system answer these questions by say-
ing, We w.111 organize our economy in the way we have alwa)}f’s
organized it,” by following age-old patterns determined by a
complex culture that has evolved over thousands of years ch:)ls
and.houses are constructed as they were always constl:ucted
Junior goes into the same trade as dad, while the daughter’s life;

will be very much like her mother’s. Output is allocated by
custom, with few changes over the years and only minute trial-
and-error improvements over the centuries; it’s a system that is
predictable, predetermined, and relatively static.

‘ Economics by tradition certainly has some advantages:
there may be less conflict, and there are probably few expecta-
tions that cannot be met. But as an economic system, it is likely
to offer a relatively low standard of living, at least as we in the
industrialized world would define it. If you feel that having more
choices moves you closer to the “good life,” then the traditional
economic system is probably not for you.

Yet we certainly have elements of tradition in our so-called
“modern economy.” For example, my own father is an economist,
and he was once a teacher, as I am now. Many instructors still
use a lecture method that dates back to Plato in ancient Greece,
even though some critics think that the lecture technique should
have been discarded with the invention of the computer. Whether
the critics are correct or not, contemporary education certainly
adheres to very traditional methods of conduct and even ritual.
Women, too, have become more aware of the extent to which
their lives are determined by social and economic traditions.
Discrimination on the basis of sex has eliminated a large propor-
tion of our population from the competition for highly productive
and professional jobs, and our economy has lost a potentially
vast economic force. You can probably think of many more
examples of how tradition weaves in and out of our supposedly
“modern” economy.

The second method of organizing economic resources is the
command system, which is characterized by the allocation of
resources, incomes, prices, and so on, by a centralized authority
(in other words, a dictatorship). The command system invites no
questions: either you follow orders, or you take the consequences.
This system is often the offspring of a despotic political system;
they frequently go hand-in-hand. The economy of Cuba is a good
example, as was that of ancient Egypt under the Pharaohs.

European democratic socialists believe, however, that we
can have a planned, state-directed economy without dictator-
ship. The combination appears to be difficult, yet democratic
state planning has been approximated in Scandinavia and
Japan. The U.S. economy, too, has some elements of economic
command. Our military services, for example, work on this
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principle, as does the government allocation of goods during
wartime. When price-wage controls are in effect, we have a
perfect example of government command. Furthermore, almost
all government laws on economic affairs (including our tax
system) constitute direction from above. By and large, however,
our private enterprise System cannot really be called either a
command or a traditional system.

What we have in the United States is the third mode of
economic organization: a market economy. A relatively recent
phenomenon, the market system motivates people by offering
economic incentives and rewards within a process of exchange.
Instead of government direction, decisions on resource use are
made by millions of independent individuals and institutions
striving to do what is best for themselves or their businesses.
Here, the economic mule moves by ¢arrot instead of stick. A
market economy is indeed a system of carrots.

If the command system is centralized, the market system is
decentralized. A market economy churns out prices in countless
markets of supply and demand; these prices, in turn, act as
guidelines in a new round of economic decisions. It is a competi-
tive, interdependent, self-regulating system.

From a recent historical perspective, the market system
appears to be “the economy of choice” in terms of its capacity to
bring about modernization, to broaden economic opportunity,
and to improve a nation’s standard of living. In eastern Europe,
for example, such countries as Poland, Czechoslovakia, Hun-
gary, and East Germany are rejecting political dictatorship and
command economics and are apparently moving toward democ-
racy and a production/distribution system more in tune with a
decentralized market economy. Thus, many of the large-scale,
twentieth-century experiments with command economics are
currently being phased out or abandoned outright.

Economic Sacrifices

Another way of looking at economics is to examine sacrifices—
what economists call opportunity costs. What does this mean?

Let’s say that you have spent half an hour reading this
chapter. By spending this time reading, you have given up doing
a number of activities you could have enjoyed. When you use up
one of your resources (an hour of time, a dollar, etc.), the cost to
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Butter

Guns

Ficure 1-1 Asociety must méke choices! This production—poss;'l?ilities curve
represents the various choices that society caln ma;;l}(le abou(ta :111:33?1? :(13(1:1(1;
: . o v

er spending. Possible comblnatlox}g along the curve ;
g?lril;:::(lconglmer goods) and few guns (military goqu) at point A or a small
amount of butter and a large amount of guns at point B.

you is really the opportunities that you h.ave for:fe.ltf,d. That }%mﬁz
is gone forever, and so are the alternative gctn‘r‘ltles y(})lu émg ¢
have enjoyed. Sometimes we hear the guestlon, Jf you had you
life to live over, would you do it any differently?” If you answir
yes, then you are referring indirectly to your oppox"tumty C(;IS t
Although this explanation of oppor.'tumty cost is somew 1:a
philosophical, the economic concept is often more c%ncre; }:a.
Economists look at the sacrifices that must be made when the
economic resources of land, labor, capital, and managemgnt afg
used. If, for example, we commit our resources to producing N
million automobiles, then these resources cannot be used.fOI"I‘ zuc
alternative goods and services as housing or mass transit. . uls,
the economist (unlike the businesspersc?n) is 1nterest'ed ng Olil y
in monetary costs but also in what is going to be sacrificed when
to use.
resou’ll“}cxzsizzz I():f%tlooking at economic costs as sacrifices can be
seen quite dramatically if we look at Figure %-1. We can a.ls'stu}:;:
that point A represents an economy much like our own,t.l "
directed most of its total resources toward the ‘productlon .
“butter” (private consumer goods) and fewer resources towar
“guns” (military expenditures). As we move away from zero
on either the “guns” or “butter” axis of this graph, we are It)ro-
ducing more and more of that good. Thus,. Pomt B repr;alsen sna}
country that has chosen to produce more mlht.ary gOOdls:i t V?nrcH)
sumer goods (as the United States did during Wor a .
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GURE 1-2 Economic growth is reflected by an expanding production-

goizlglsl;tt;es c1f11’ve (from an early 'developmental stage, represented by curve
ec,ono tage o 1ncreaseq production, represented by curve B). Here China’
mic growth favors industrial output over agricultura] oi1tput ’ *

Possibilities curve,.

the vOlfr produ(':tlon-possibilities curve therefore represents al]
€ various choices open to society regarding consumer versus

Sources used to manufacture them ar i
: e not availab}
mass-transit systems (see Figure 1-3). © fo produce
Now let’s take a look at another production-possibilities

curve. The one in Fi -
like China. gure 1-2 represents a less-developed country
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F1cure 1-83 Law of increasing costs: note the small sacrifice (opportunity
cost) of automobiles when mass transit increases from A to A*, compared
to the large sacrifice of automobiles that results when mass transit
increases from B to B*. The amount of increase in mass transit is the same

in both cases. “

Curve A represents the country at an early stage of devel-
opment, when it has more agricultural potential than industrial
potential. The expanding production curve B represents this
country after some economic growth has occurred. The country
in this example has chosen the kind of economic growth that
tends to favor industrial output over agricultural output. This is
a typical pattern for economic development throughout the world.

The Law of Increasing Costs

Finally, there is an additional piece of information we can gather
by examining a production-possibilities curve. Take a look at
Figure 1-3.

Assume for a moment that the United States is producing
a lot of automobiles and few mass-transit systems; the country
is therefore operating at point A. Now suppose that the United
States decides to put more of its resources into mass transit, so
that production moves down the curve a little way from A to A*.
Note how much additional mass transit there is in relation to
the relatively small amount of sacrificed automobiles. If, how-
ever, the United States is producing a lot of mass-transit sys-



tems (operating at point B) and wants even more mass transit
the country gains the same amount as before (A to A+) Wl?: SI't;
moves from B to B*. Note the difference in the real cost of nl;
tam%ng t'hat extra mass transit: the number of sacrificed au(i);o:
globlles s much lqrger. We might say, then, that as the United
tates moves to higher levels of mass transit, the opportunit
cos‘,;s of Squeezing out yet more mass transit’becomes greatei
glll, greater as more and more automobiles have to be sacrificed
( v10usly,. when a country is producing almost all mass transit.
?t has few interchangeable resources left to switch from produ ’
ing e'lutomobiles to producing even more mass transit Tlfus thcc;
sacrifice (or cost) must be very high to gain these 'additi;)nal

trains, buses, etc. E i i
: » €tC. Lconomists call this phenom
Increasing costs. ” ’ enon the law of

The Economist’s Concerns

Lc?t’s return to our original question: what is economics? We
‘I‘mght answer _this question by simply saying that economics is
what econor'msts study.” Most economists, in fact, are not too
concerned with such broad generalizations as “stuciying how t
best a!locate resources to meet our unlimited wants.” The ar0
more interested in the specific economic problems.of sog’iet e
such. as unemployment, inflation, balance of payments eC(}),-,
no‘I‘nlc stagnation, and pollution. So we could say that econ(,)mics
18 “the study f’f how our society solves economic problems.”
{,&lternatwely, we could view economics as “the stu(i of
gpa]s —how a society moves closer to specific economic ob)fec-
tlves'; These e'con'omic goals are more or less universal; Iri]ost
;21}1; ‘I;';e:h(:;l.ntalmt, socialist, and communist) are striving to
‘ The primary economic goal that seems i
desired is a decent material standard of livinfgoﬁl:f (;?I:ii:::iy
:;1d trlnuch economic activity is directed toward this goal. Bui’:
o Iagc gn:;vrl:l;t ?steps or intermediate goals lead to such a “success-
The first objective is full employment. Nations would like to
see all, or nearly all, of their available resources being used. Men
fmd women out of work or idle machines and factories can I:esult
In great economic suffering and social instability. It is foolish for
resources to go unused when the means to correct the situation
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are available. How we move an economy toward full employment
will be explored later in the text. /(]

The second goal of an economic system is price stability.
Rapid price increases—what is commonly called inflation—have
the undesirable effect of grossly distorting income distribution.
The victims include savers, lenders, and people on fixed in-
comes; while these groups lose, others (including borrowers and
speculators) win. At its best, mild inflation is merely irritating,
if it is accompanied by full employment. At its worst, however,
inflation invites panic buying and can lead to the eventual
collapse of a monetary system.

Conflicts arise in pursuing various economic goals, as they
do in pursuing price stability and full employment. For example,
when there is high unemployment, there is frequently lower
inflation; however, if there is high inflation, almost everyone is
working. As a society struggles to achieve one economic objec-
tive, it sometimes loses its grip on another.

The third goal of most countries is economic growth. Re-
spected critics argue that the United States is présently “over-
developed” and believe that we would benefit by not adding any
more to our economic affluence. And yet most Americans, and
most other people in the world, seem to desire higher and higher
levels of output and consumption. They feel concerned when the
total economic output fails to rise; if output drops, alarms are
sounded throughout the government and business sectors of the
economy. Furthermore, in the poorest two-thirds of the world,
economic stagnation may mean hunger and possible starvation.

A fourth goal of most nations is the desire for a quality
environment. Mounting evidence of the massive pollution
problems that face our small planet compels economists to
regard the environment as a major economic issue. But, again,
potential conflicts can arise in pursuing these economic goals
concurrently. For example, strong enforcement of antipollution
laws may slow down economic growth and, within some indus-
tries, increase unemployment.

A fifth goal of an economic society is to move toward a fair
distribution of income. However, the absolutely equal distribu-
tion of income is not the economic goal of a nation. Perfect
equality would be unrealistic and probably undesirable because
it would destroy healthy economic incentives. On the other
hand, most economists would agree that a system that allows a
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large number of its citizens to live in debilitating poverty while
others enjoy immense wealth is certainly unfair. What then can
we do about a grossly unequal system?

Generally accepted methods of moving toward a more equal
distribution of income include government taxation and redistri-
bution of income (welfare, food stamps, Medicare, etc.), as well
as the enforcement of equal opportunity in education and job
procurement. If the government becomes, as some have suggested,
“the employer of last resort,” then it will have an even greater
impact in this area. Although some people disapprove of govern-
ment intervention, the policies and programs just mentioned are
at least some ways of breaking down the natural, social, and
institutional inequalities that operate in all societies.

The sixth and final goal of most societies is economic free-
dom. Like the goal of fair income distribution; economic freedom
18 sometimes difficult to define precisely. To many people, eco-
nomic freedom thrives in a decentralized, free-enterprise system
in which workers choose occupations suited to their skills and
experience. By this definition, twentieth century America may
be one of the most “free” economies in the world. Yet critics
might ask what meaning economic freedom has for a consumer
who has no income. Indeed, what does occupational freedom
mean to an unskilled person in a high-unemployment area? How
realistic would our “freedom of enterprise” be if you or I were to
attempt to compete with IT&T, Proctor & Gamble, or the Ford
Motor Company? The ideal of economic freedom is therefore often
diluted by income inequalities, by barriers imposed by large,
concentrated industries, and by restrictive policies and regula-
tions of government. But compare the United States with other
countries, and it’s clear that the U.S. economy would score quite
high in meeting the objectives of economic freedom.

" Take a moment now to think about these six goals in
relationship to yourself. How does the nation’s economic perfor-
mance—in terms of freedom, price stability, employment, growth,
fairness, and the environment—affect you? Does the national
economy help or hinder your effort to create your own personal
“successful economy”? You can see that whether we like it or not,
we are all connected to the larger national economy.

It is now time to take a more intimate look at some of the
specific characteristics and inner workings of the complex sys-
tem we call the U.S. economy.



